This paper attempts to answer two questions. First, is foreign investment good for the host country? Second, what factors are associated with greater foreign investments? To answer the first question, this study calculates the global stock market integration scores of a sample of 41 countries, and it finds that this integration is associated with greater per capita income, stronger growth in income, and higher levels of natural capital and produced capital. In addressing the second question, this study finds that the risk-adjusted return does not influence the foreign investment decision; rather, it is the rule of law-the host country's ability to ensure the safety and mobility of foreign capital-that is the primary driving force for foreign investments.
Introduction
Finance researchers have, by now, established that the ability to invest in foreign markets benefits international investors by allowing for a greater diversification of their unsystematic risk (Note 1). Bailey and Stultz (1990) , for instance, conclude that US investors can reduce their portfolio risk by up to 50% simply by adding Asian stocks to their portfolios.
What is less clear is the impact of foreign investments on the host country. Although a number of researchers have concluded that this inward flow of capital is beneficial to the host countries, this is not a consensus view (Note 2). A number of these studies have focused on the capital market liberalization and its impact on the host country (Note 3). Billmeier and Massa (2009) examine the quality of institutions and remittances from residents who work overseas and conclude that they contribute significantly to stock market development. Anecdotally, we have read news about countries taking measures to promote foreign investments (Note 4). The often-cited reasons include gain in foreign technological know-how and business practices, less isolation from the rest of the world and greater economic ties with other countries, reduction in the cost of capital and increases in output, stock market liquidity (Note 5), and greater adherence to governance (Note 6).
But we have also seen cases where countries have decided to take the opposite approach-putting tighter controls on foreign capital and nationalizing foreign investments. They cite a number of threats-greater stock market volatility, vulnerability to manipulation by outsiders, and infringement to their sovereignty-as some of the reasons for restricting foreign investments.
So, we are not truly sure if the inflow of capital is good or bad. And if it is good, in what way and to what extent is it good? This study addresses the wealth effect of foreign investment in a systematic and scientific approach. It uses of a large sample of countries, covers an extended period, to analyze the effect on a number of wealth measures, as recognized and used by the World Bank.
The present study is different from liberalization studies in that liberalization implies a willingness on the part of the host country to accept foreign capital. But this willingness does not necessarily mean that foreign capital will arrive. Integration offers a more direct measure of the movement of foreign capital in that it implies that foreign capital is already at work in the host country.
To measure the level of foreign investments, we use the stock market integration score. First suggested by Akdogan (1996) , this measure has been used by a number of researchers in their studies of international investments (Note 7).
We sort the Akdogan integration score of 41 countries that have well-functioning stock markets into three portfolios (Note 8). We find that countries whose stock markets are highly integrated have substantially higher gross national income, income growth, natural capital, and produced capital. On one measure, the per capita income, for instance, we find that a one standard deviation increase in stock market integration-roughly from China to Mexico-results in an increase of $7,300 (Year, 2000) in per capita income. One additional finding: we notice that countries with the highest degree of integration-those in the high-integration portfolio-are doing especially well (in the order of 100 to 300 percent) in all the wealth measures.
Having established that integration is positively associated with wealth, the study next examines the country-specific characteristics that are related to a country's level of integration. We can study this by posing a question: what raises a country's stock market integration? Integration comes about as a result of foreigners' willingness to invest in that country. There are two conditions that determine this willingness. One, can they benefit-in the form of increased return and/or reduced risk-by investing in a foreign country? Two, how safe is their money and can they take their money out of the country?
We content that the first condition, the risk-adjusted return, is not sufficient for foreign investment. For foreign capital to enter a country, the second and necessary condition-the safety and mobility of capital-must be present, because if an investor is unsure if his investment in a foreign country is secure, no amount of risk reduction and high return can persuade him to invest in the country (Note 9).
Although development economists have proposed many factors to measure the safety and mobility of foreign capital, the often-used proxy is the rule of law indicator published by the World Bank (Note 10). When we regress the integration score of the 41 countries against this rule of law indicator, we find that the integration is positively associated with rule of law. In contrast, when we regress the integration score against the risk-adjusted return (the Sharpe Index), we find no significant association. Taken together, these findings support our contention that it is the rule of law-not the risk-adjusted return-that attracts foreign investments.
This paper contributes in a couple ways to the existing literature. First, it furthers the understanding of the impact of foreign investment on the host country by adding a new dimension-wealth-to the existing list of benefits.
Second, it finds that foreign investors are concerned only with the safety and mobility of their capital. Risk and return do not enter into their decision process. This finding carries important policy implications for countriesespecially the emerging ones-that focus the potentially high returns as their key selling point to foreign investors. This paper suggests that this focus may be misplaced. They would attract more foreign capital if they instead focus on improving and reforming their institutions and governance.
The rest of the paper is organized as follows: Section 2 covers a discussion of the research methodology. Specifically, it discusses the derivation of the stock market integration score. In Section 3, we will detail the data collection procedure. Results are presented in Section 4. And Section 5 summarizes the main findings and major conclusions.
Methodology
The global market integration score used in this study is based on Akdogan (1996) , who proposes a method of decomposing the international risk measure. The calculation of the integration score starts with the one-factor regression between a country's return and the global market benchmark.
Where R i represents a country i's index returns and R g is the benchmark global index returns, ε i s a random error term with E(ε i ) = 0. The return for country i during period t is calculated as follows:
The variance resulting from the regression for country i can be decoupled into two components:
Dividing both sides of the equation by var(R i ) yields the following,
where,
The integration score that we will use for this study is p i . It is a measure of country i's contribution to the world
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Data
The data that we use for the calculation of stock market integration are gathered from Datastream. The study period is from 1985 to 2000. The global benchmark we used for the calculation of stock market integration is the Datastream worldwide index. The various wealth measures are derived from a study by the World Bank Institute. Table 1 presents information on the integration scores in three portfolios, as well as a population. For the 41 countries in the world with stock markets, the average integration score is 0.1787, with a range of 0.0002 to 0.5095. The standard deviation is 0.0789.
For the purpose of studying the association between market integration, we form three portfolios sorted by the integration score. Low-integration portfolio consists of 14 countries that are the least integrated with the world markets. The mean integration score for this group is 0.0201, with a minimum of 0.0002 to a high of 0.0557.
The next portfolio-the mid-integration group-contains 13 countries that have an average integration score of 0.1599. The minimum-to-maximum range is 0.0584 to 0.2421.
The third portfolio is made up of 14 countries whose stock markets are highly integrated to that of the global market. This group has an average integration score of 0.3547, and the lowest in the group has a score of 0.2518 and the highest 0.5095. The mid-integration portfolio shows a slow migration up the income group, with six countries each in the high and upper middle-income groups. There is one lower income country in this group and none in the low-income category.
The high-integration portfolio is overwhelmingly represented by high-income countries, making up 11 out of the Vol. 7, No. 7; 2015 119 14 countries (78.6%). It has two upper middle-income countries and one low income country.
Taken together, it suggests that the level of global integration is related in a positive way to the income level of the countries. Table 3 contains information on the geographic location / OECD membership of countries in the three portfolios. The low integration group is quite evenly distributed across the various regions around the world, with one country from the Middle-east North Africa, two countries each coming from Latin America Caribbean, Europe Central Asia, and South Asia, three from East Asia Pacific, and four from OECD. Note. LAC = Latin America and Caribbean; ECA = Europe and Central Asia; MNA = Middle-east and North Africa; AFR = Sub-Sahara Africa; SAS = South Asia; EAP = East Asia and Pacific; OECD = Organization for Economic Co-operation and Development.
The mid-integration group shows that there are five (or 38.5%) countries that belong to the OECD, an organization that is made up of high-income, developed economies. There are three countries from the East Asia Pacific region, and two each from Latin America Caribbean and Europe Central Asia regions.
The high-integration portfolio is most notable for the large number of countries-eleven (or 78.6%)-that are members of the OECD. The large representation in a high-income organization is consistent with the view that global stock market integration is positively related to the income of a country. The high-integration group also contains two countries from Latin America Caribbean and one from South Asia region. Note. Produced capital is the sum of machinery, equipment, and structures (including infrastructure). Natural capital is the sum of nonrenewable resources (including oil, natural gas, coal, and mineral resources), cropland, pastureland, forested areas (including areas used for timber extraction and nontimber forest products), and protected areas. * significant at the 0.10 level, ** significant at the 0.05 level, *** significant at the 0.01 level. Table 4 presents the results of the analysis of integration with the various measures of wealth. On gross national income, the average for the low-integration portfolio is $7,843 per year, $10,272 for mid-integration portfolio, and $20,380 for the high-integration group. While there is a nominal difference in GNI between the low-integration and mid-integration group, the difference is not statistically significant. But when the GNI figures from the low-integration and mid-integration countries are compared against the high-integration group, the differences are large and significant. Residents of high-integration countries earn on average $10,108 more www.ccsenet.org/ijef
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The next column shows the annual growth in per capita income for the three portfolios. For the low-integration countries, the growth is $1,019 per year. For the mid-integration portfolio, the average increase in wealth is $1,064. The high-integration countries experience the largest expansion in income, at an average of $2,771 per person per year.
When we conduct pair-wise comparison of the three portfolios, our results show that there is virtually no difference between the low-integration and the mid-integration portfolios. Inter-portfolio differences become evident only when we compare the low-integration and mid-integration portfolio to the high-integration portfolios. High-integration residents out-earn their counterparts in mid-integration countries by $1,706 and in low-integration countries by $1,751.
The column on the natural capital per capita indicates that the three portfolios are differently endowed, showing a pattern that suggests a positive relationship between integration and natural capital. The low-integration countries, for instance, have an average natural capital of $4,177 per capita, mid-integration possesses an average of $8,217, and the high-integration owns an average natural capital of $11,471. Inter-portfolio comparison indicates significance only between low-integration and mid-integration (mean difference of -$4,040, significant at the 0.05 level) and between low-integration and high-integration, with a difference of -$7,295 (significant at a 0.10 level).
Figures on produced capital per person follow a familiar pattern of greater levels of wealth-in this case, produced capital-for countries with higher degree of integration. On the basis of individual portfolios, the low-integration has an average of $21,611 per capita, the mid-integration produces an average $29,027 in capital, and the high-integration countries register an average of $64,930 in produced capital.
Pair-wise comparison of the portfolios shows that there is no statistically significant difference between the low-integration portfolio and the mid-integration portfolio, although nominally the difference of -$7,417 is quite sizable. The biggest difference in produced capital, as in the case of GNI and GNI growth, is between the high-integration and the other two lower integration groups. Specifically, the 14 high-integration countries have an average $35,903 greater produced capital than the mid-integration countries. And these same countries produce an average of $43,319 per person more in capital than the low-integration countries.
Integration and the Rule of Law
The second part tests the proposition that it is the rule of law-not the risk-adjusted return-that is the primary driving force behind an investor's decision to enter a foreign country. Table 5 details the results of the OLS regression analysis. The first regression examines the connection between global integration and the Sharpe Index, a measure of a country's risk-adjusted return. The results show that there is no statistically significant association between the two variables. The coefficient for Sharpe Index is 0.0910 (p-value is 0.5620). Vol. 7, No. 7; 2015 Rule of law = an indicator that measures "perceptions of the extent to which agents have confidence in and abide by the rules of society, and in particular the quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence." (Note 11).
The second regression examines the relationship between the global integration and the rule of law. The rule of law indicator serves as a proxy for the safeguard of property rights-foreign capital, in this study. The result shows that rule of law has a coefficient of 0.0838, a figure that is significant at the 0.01 level.
The two regressions together provide significant support for the contention that the risk-adjusted return is not a determining factor in the decision by foreigners to invest in a country. It is the quality of institutions, the effective contract enforcement, and the respect for property rights, summed up in the rule of law indicator, that is the driving force for foreign investments is the rule of law.
Summary and Conclusions
Finance researchers have chronicled quite extensively the benefit of international investment, especially in emerging countries. These researchers have studied less, however, on its impact on the host country. The first part of this paper addresses the host-country effect by analyzing the wealth consequences of foreign investment. The focus on wealth is a departure from the mainstay of existing research, which examines economic growth and other developmental measures.
Using the global market integration scores of a sample of 41 countries and sorting these countries into three portfolios (low-, mid-, and high-integration), we find that countries with highly integrated stock markets have substantially higher income, greater income growth, and higher ownership of natural capital and produced capital. These wealth measures are especially high for the high-integration countries.
Having established a link between high integration and greater wealth levels, this paper next examines the country-specific conditions that foster greater integration. Specifically, it tests the proposition that it is the safety and mobility of foreign capital-rather than the risk-adjusted return-that is the motivating force behind an investor's decision to enter a foreign country. We regress the global stock market integration against the Sharpe Index (a proxy for risk-adjusted return) and against the rule of law indicator (a proxy for the safety and mobility of foreign capital). We find that there is no connection between integration and the Sharpe Index. In contrast, we find very significant association between integration and the rule of law indicator. Taken together, these findings provide support for the contention that foreign investors are motivated chiefly by the quality of the institution, contract enforcement, and respect for property rights.
This paper contributes in two ways to the existing global integration literature. First, it adds wealth and income to the existing list of benefits of foreign investment on the host country. Second, it finds that the risk-adjusted return is not a factor in the decision to invest in a country. It is the ability of the host country to protect foreign capital-the rule of law-that is the driving force behind such a decision.
